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NOTE
Statements of position of the Accounting Standards Division present the
conclusions of at least two thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized
to speak for the Institute in the areas of financial accounting and reporting.
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles in the
Independent Auditors Report, identifies AICPA statements of position as
sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment
specified by this statement of position should be used, or the member
should be prepared to justify a conclusion that another treatment better
presents the substance of the transaction in the circumstances.
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SUMMARY
This statement of position (SOP) provides guidance on financial reporting
by investment companies for distributions to shareholders, including
returns of capital. Although the SOP recognizes that financial statements
of investment companies are prepared on the basis of generally accepted
accounting principles (GAAP), it recommends that, to avoid shareholder
confusion, the term tax return of capital be used to report portions of
shareholders' distributions that are in excess of tax-basis current and
accumulated earnings and profits.
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Determination, Disclosure, and
Financial Statement Presentation
of Income, Capital Gain, and
Return of Capital Distributions
by Investment Companies
Introduction
1. Amounts distributed by an investment company as net investment income or capital gains often are not equal to the corresponding
income or gain amounts shown in the company's financial statements.
The principal cause is that fund distributions are based on income
and gain amounts determined in accordance with federal income tax
regulations, whereas the corresponding financial statement amounts
are determined in accordance with generally accepted accounting
principles (GAAP). The differences created can be temporary, meaning that they will reverse in the future, or they can be permanent.
Some investment companies treat portions of those distributions as
a return of capital for financial statement purposes.
2. Situations often arise that create a book return of capital but
not a tax return of capital, because distributions are determined in
accordance with federal income tax regulations by investment companies. Accordingly, return of capital is frequently different for GAAP
and federal income tax purposes because of differences between
book and tax income (see illustration 1 in the Appendix).

Securities and Exchange Commission Guidance
3. Distributions that result in a book return of capital are currently
required by section 19a-1 of the Investment Company Act of 1940, as
amended, to be disclosed to shareholders by investment companies
at the time of distribution. Because of the differences engendered
by the current tax regulations between a book return of capital and a
tax return of capital, reporting book returns of capital has become
irrelevant. This statement of position (SOP) provides guidance on the
5

disclosure of tax return of capital for financial statement purposes and
should help the industry comply with the section 19a-1 requirement.

Scope
4. This SOP provides guidance for financial statement presentation and disclosure of distributions to shareholders, including tax
return of capital, for investment companies that are registered under
the Investment Company Act of 1940, as amended, and that qualify as
regulated investment companies under subchapter M of the Internal
Revenue Code. It amends the AICPA's Audit and Accounting Guide
Audits of Investment Companies.

Present Practices
5.

Investment companies' net assets consist of four components:

a.

Undistributed net investment income

b.

Undistributed net realized gains

c.

Unrealized appreciation

d.

Shareholder capital

Those components must be disclosed separately on the balance sheet
or in a note to the financial statements. For financial statement
purposes, an investment company has two pools from which distributions of earnings to shareholders may be made: net investment
income and net realized capital gains. They traditionally have been
separated in a fund's statement of operations and statement of
changes in net assets and in the balance sheet analysis of net assets.
This distinction helps shareholders understand the contribution
of each aspect of investment activity to the investment company's
overall operations. Additionally, the statement of changes in net assets
presents, in comparative form, changes in net assets resulting from
operations, net equalization1 credits or debits, distributions to share1

Equalization, a book accounting practice unique to the investment company industry,
prevents the continuing shareholder interest in undistributed income from being affected by
changes in the number of shares outstanding by applying a portion of the proceeds from sales
and costs of repurchases of capital shares to undistributed income (see Audits of Investment
Companies, paragraph 1.32).
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holders classified as distributions from net investment income, net
realized gains from investment transactions and other sources, and
capital share transactions.2
6. For tax purposes, U.S. investment companies are corporations,
or business trusts treated as corporations, subject to taxation on
income and net capital gains unless certain requirements are met.
To maintain its favorable status as a regulated investment company
and avoid federal excise tax or a tax on income, a company must comply with a complex array of tax rules on distributions. In particular,
distributions of net investment income and realized capital gains by
investment companies are governed principally by the requirements
of subchapter M and the excise tax requirements of the Internal
Revenue Code.
7. Tax regulations that incorporate specific rules for determining
the nature of fund income and the timing of its recognition also
require designation of the nature and source of distributions. Excise
tax requirements, enacted as part of the 1986 Tax Reform Act, add
another element of complexity by defining a measurement period for
investment income and net realized capital gains that may differ from
a fund's fiscal year, as well as specific dates by which distributions of
such income and gains must be paid to avoid an excise tax. Accordingly, distributions may occur in excess of GAAP-basis undistributed
net investment income and undistributed net realized gains, resulting
in a prepayment of future earnings that does not constitute a return
of capital for tax purposes.
8. Varied interpretations of the two-pool concept and different
practices in the recognition of revenue and expense for financial
statement and income- or excise-tax purposes have led to diverse
reporting and disclosure practices for distributions by investment
companies. In particular, investment companies have not followed a
consistent approach to the determination and disclosure of a book or
tax return of capital.

2

For further discussion on the statement of changes in net assets presentation, see Audits of
Investment Companies, paragraphs 5.36 and 5.37.
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Views on the Issue
9. For financial reporting purposes, strict application of the
two-pool concept would result in a book return of capital when distributions from net investment income exceed the total of GAAP-basis
undistributed net investment income from prior periods and the
current period (including net equalization debits or credits for funds
that practice equalization) or when distributions from net realized
capital gains exceed GAAP-basis undistributed net realized capital
gains from prior periods and the current period.
10. To avoid a book return of capital occurring when one pool is
overdistributed while the other is underdistributed, an alternative
treatment, which aggregates the two pools into one pool, recognizes
a book return of capital only if the sum of distributions exceeds
the aggregate total of undistributed net investment income and
undistributed net realized capital gains. (See illustrations 2, 3A, and
3B in the Appendix.) Such treatment averts the need, for financial
statement purposes, to charge paid-in capital due to a book return of
capital caused by book-tax temporary differences. In practice under
this aggregate one-pool approach, when net realized capital losses are
reported for the year, no distribution of undistributed net investment
income made to fulfill tax distribution requirements is considered a
book return of capital.
11. For tax purposes, a return of capital generally occurs when
distributions by an investment company exceed the aggregate
amount of undistributed net investment company taxable income
and net realized capital gains calculated in accordance with tax
regulations — that is, distributions exceed current tax earnings and
profits when there is an accumulated tax deficit, or current and
accumulated tax earnings and profits when there are accumulated tax
earnings and profits. This characterization is of primary importance
to the shareholders because such an event requires shareholders to
adjust the tax basis of their shares and to exclude the return of capital
from current taxable income.

Conclusion
12. Investment companies prepare their financial statements on
the basis of GAAP. Although book returns of capital may occur, they
8

have little relevance to investment company shareholders. In contrast, tax returns of capital have a high degree of relevance and must
be separately reported to shareholders for income-tax purposes. To
report book returns of capital when such returns have not occurred
for tax purposes would be confusing to shareholders.
13. Distributions made by investment companies often are different from the aggregate GAAP-basis financial statement total of net
investment income (including net equalization credits or debits and
undistributed net investment income) and accumulated net realized
capital gains (total GAAP-basis net income and realized capital gains).
The following accounting and reporting guidelines apply to investment company distributions.
a.

Payments to shareholders of net investment income and net
realized capital gains should be charged to GAAP-basis undistributed net investment income or accumulated net realized
capital gains to the extent thereof, with any excess over the total
of such net investment income and realized capital gains
deducted from paid-in capital, except as described in b, below.
(See illustrations 3A and 3B in the Appendix.)

b.

Payments in excess of total GAAP-basis net investment income
and realized capital gains may be charged to undistributed net
investment income or accumulated net realized capital gains, as
appropriate, to the extent that the overdistributions are the result
of specific book-tax temporary differences. 3 Accordingly,
amounts distributed in excess of total GAAP-basis net investment income and realized capital gains attributable to temporary
differences should be shown as distributions in excess of such
income or capital gain amounts, or both, in the statement of
changes in net assets, and as accumulated distributions in excess
of net investment income or realized capital gain (negative
balances) in the analysis of components of net assets to the extent
of the specific temporary differences. Payments in excess of total
GAAP-basis net investment income and realized capital gains

3

Among the more common items that create book-tax temporary differences are deferred
capital losses due to wash sales; average cost versus specific identification cost; treatment of
options, futures, and forward contracts; foreign currency gain or loss treatment (IRS Section
988); use of capital-loss carryforwards; straddles; tax accretion of market discount; defaulted
bond income; and post-October 31 losses.
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that are the result of permanent book-tax differences should be
deducted from paid-in capital in the analysis of components
of net assets. Also, if in a subsequent period a portion or all of
a temporary difference becomes a permanent difference, the
amount of the permanent difference should be reclassified to
paid-in capital.4
c.

The primary reason(s) for any significant difference between
total GAAP-basis net income and realized capital gains and
actual distributions should be disclosed in the notes to the financial statements.

d.

If, at a fund's fiscal year end, a distribution is a tax return of
capital, as defined in paragraph 11 of this SOP, the amount should
be presented separately as such in the statement of changes in
net assets and deducted from paid-in capital in the analysis of
components of net assets. The distribution of capital should also
be reflected in the per share table. (See illustrations 3A, 3B, and 4
in the Appendix.) Because certain state securities regulations
may govern changes to a fund's capital accounts, consideration
should be given to consulting with the board of directors/trustees
and legal counsel when adjustments to capital seem appropriate.

e.

With respect to interim financial statements prepared in accordance with GAAP, if management determines that for the fund's
fiscal year a tax return of capital is likely to occur, although the
exact dollar amount may not be estimable, that fact should be
disclosed in the interim financial statements.

Effective Date and Transition
14. This SOP is effective for annual financial statements for fiscal
years ending after December 15, 1993, and for interim statements
for periods in such years. Restatement of comparative financial
statements, including the supplementary per share information, is
permitted but not required. If financial statements are not restated

4

Items considered permanent differences include equalization credits or debits and the
expiration of capital-loss carryforwards.
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upon adoption of this SOP, the appropriate components of capital in
the statement of net assets should be reclassified to conform with
paragraph 13. Early application of this SOP is encouraged. The effect
of changes caused by adopting this SOP should be disclosed in the
period in which it is first applied.

11

APPENDIX

Illustrations
ILLUSTRATION 1
Book Return of Capital but no Tax Return of Capital
Year 1

Book income
Tax income*
Distribution to shareholder

$10
15
15

Year 2

Book income
Tax income†
Distribution to shareholder

15
10
10

Cumulative book income

25

Cumulative tax income

25

Cumulative distributions to shareholder

25

* Amount is greater because of a timing difference that increases investment company taxable
income in Year 1. During Year 1, because of the distribution of taxable income to meet tax
requirements and avoid payment of a tax on income, a book return of capital is created.

†
Amount is less because the Year 1 timing difference reverses
cumulative distributions are equal to cumulative income and, on a cumulative basis, no book
return of capital has occurred.

ILLUSTRATION 2
Comparison of the GAAP-Basis Two-Pool
and Aggregate One-Pool Approaches
With the Tax-Basis One-Pool Concept
GAAP Basis

Income
Net investment income
Net realized capital gains
Total
Distributions
Net investment income
Net realized capital gains
Total
Book overdistribution
Tax return of capital

Two-Pool

Aggregate
One-Pool

Tax-Basis
One-Pool

$10
2

$10
2

$10
2

$12

$12

$12

$11
1

$11
1

$10
2

$12
Yes
($10-$11)
No

$12
No

$12
N/A

No

No

In this example, although distributions of net investment income exceeded
net investment income earned, net realized capital gains were underdistributed. As distributions in the aggregate did not exceed total income, the
aggregate one-pool method indicates no return of capital.
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ILLUSTRATION 3A
(Aggregate One-Pool Concept)
The Effect of a Temporary Difference on Distributions
and Recommended Financial Statement Presentation
(1)

(2)

(3)

(4)

(5)

$10
5

$10
5

$10
5

$10
5

$10
5

GAAP Income/Gain

15

15

15

15

15

Tax Temporary Adjustments:
Tax writeoff of income
Wash sales (deferred loss)
Capital loss carryforwards used

(2)
5*
—

(2)
5*
—

(2)
5*

(2)
5*
—

—
(5)

Fact Situation
GAAP Basis:
Net investment income
Net realized gain

Taxable Income/Gain

$18

$18

$18

$18

$10

Distributions as Designated
During the Year:
Net investment income
Realized gains

$8
_10

$10
_8

$12
_5

$12
_10

$10
_5†

Total Distributions

$18

$18

$17

$22

$15

Illustrations of Notes to Financial Statements
*Net investment income and net realized gains differ for financial statement and tax purposes
primarily because of the deferral of wash-sale losses.
The character of distributions made during the year from net investment income or net realized gains may differ from their ultimate characterization for federal income tax purposes
due to GAAP/tax differences in the character of income and expense recognition.

†
Despite a carryforward loss, a taxable distribution of realized gains was mad
treated as an ordinary income distribution for federal income tax purposes.
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Recommended Presentation (a)
Statement of Changes:
Distribution from net
investment income
Distribution in excess of net
investment income
Distribution from realized gains
Distribution in excess of
realized gains
Tax return of capital distribution
Effect on Statement of Net Assets —
Increase (Decrease)
Undistributed net investment
income
Accumulated undistributed
realized gains
Paid-in capital

(1)

(2)

(3)

(4)

(5)

$8

$8

$8

$8

$10

5

5

5

5

-

4

5
5(c)
4(b) _ -

5

_-

5

_ -

$18

$18

$17

$22

$15

$2

$2

$2

$2

$-

(5)
-

(5)

(4)

$(3)

$(3)

$(2)

(5)
(4)(b)
$(7)

5(d)
(5)(d)
$-

(a) Per share data table presentation should conform to that shown in the statement of
changes. Presentation of distributions is determined based on their tax-basis characteristics and then adjusted based on the source of the distributions, i.e., generally the lesser of
book or tax.
(b) In the event that the $4 overdistribution is not a tax return of capital, but merely a
"spillover" distribution ("ex" date falls within fiscal period; payable date is in subsequent
period), the amount would be shown as an "excess distribution" in the statement of
changes and no deduction from paid-in capital would be necessary.
(c) The amount shown as a distribution in excess of net realized gains is limited by the
amount of the lost capital-loss carryforward.
(d) The portion of the loss carryforward, in an amount equal to the distribution in excess of
net realized gains, should be reclassified to paid-in capital.
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ILLUSTRATION 3B
(Aggregate One-Pool Concept)
The Effect of a Permanent Difference on Distributions
and Recommended Financial Statement Presentation

Fact Situation
GAAP BasisNet investment income
Net realized gain
GAAP Income/Gain
Permanent Tax Adjustments —
Market discount/IRC Section 988
Reclassification (a)
Net investment income
Realized gain/loss
Capital loss carryforwards:
Used (temporary)
Expired (permanent)
Taxable Income/Gain
Distributions as Designated During
the Year:
Net investment income
Realized gains
Total Distributions

16

(1)(c)

(2)

(3)

(4)

$10
5
15

$10
5
15

$10
5
15

$10
5
15

3
(3)

(3)
3

—
—

—

-

—

—

—

(5)

(5)

—

—

$15

$15

$10

$10

$13
2
$15

$ 7
8
$15

$10

$10

—

$10

—

$10

Recommended Presentation (b)
Statement of Changes:
Distribution from net investment
income
Distribution in excess of net
investment income
Distribution from realized gains
Distribution in excess of realized gains

(1)(c)

(2)

(3)

(4)

$10

$ 7

$10

$10

—
2
3
$15

—
5
3
$15

—
—
—
$10

—
—
—
$10

$—

$ — (d) $ —

$—

—
_$—

— (d) 5
-(d)
—
$— $ 5

10(e)
(5)(e)
$5

Effect on Statement of Net Assets —
Increase (Decrease)
Undistributed net investment income
Accumulated undistributed
realized gains
Paid-in capital

(a) Reclassification of realized loss on foreign currency to ordinary income as required by
Section 988 of the Internal Revenue Code.
(b) Per share data table presentation should conform to that shown in the statement of
changes. The financial statement presentation of distributions is determined based on
their tax-basis characteristics and then adjusted based on the source of the distribution,
i.e., generally the lesser of book or tax.
(c) This example demonstrates the circumstances and presentation that would be involved in
reclassifying realized gains on discounted securities to ordinary income when a fund
chooses not to accrete market discount.
(d) The 988 reclassification will not reverse. Thus, the remaining balances in undistributed
realized gains ($3) and net investment income ($3) have been closed to paid-in capital
with zero net effect.
(e) Expired capital-loss carryforward of $5 should be closed out to paid-in capital.

17

ILLUSTRATION 4
Illustrative Financial Statement Presentation
of Various Distribution Situations*
(1)

(2)

(3)(d)

(4)

Net investment income
Net equalization credits (debits)

$100

$100

$100

$100(e)

20

20

GAAP income

$120

$120

Distributions during the year

$100

$100

Fact Situation

(20)

20

$

80

$120

$120

$

80

$115

$100

$

80

$100

R e c o m m e n d e d Presentation (a)
Statement of Changes:
Distribution from net investment income
Distribution in excess of net
investment income
Tax return of capital distribution

—

—

—

-

20

-

$100

$120

$

10
5(f)

80

$115

Effect on Statement of Net Assets —
Increase (Decrease)
Undistributed net investment income
Paid-in capital

$ 20(b) $ -(c) $
-(C)
$ 20

$

-

$

-

$

-

$

10
(5)

-

5

* Examples (1), (2), and (3) assume no book/tax differences other than equalization and no
beginning balances. Example (4) is a tax-exempt fund.
Illustration of Note to Financial Statements—Applicable to Fact Situation (1)
Equalization is a permanent book/tax difference that causes a difference between investment
income and distributions.
(a) Per share data table presentation should conform to that shown in the statement of
changes.
(b) Distribution of investment income excludes net equalization credits.
(c) Distribution of investment income and net equalization credits with tax return of capital
requires presentation not only of the tax return of capital distribution, but also reclassification of equivalent amounts representing the distributed net equalization credits from
undistributed net investment income to paid-in capital.
(d) Distribution of investment income with consideration of equalization debits, assuming,
for example, that book and tax equalization are the same.
(e) Net of $10 expenses.
(f) $100 net investment income plus $10 disallowed expenses equals $110 net earnings and
profits. Distribution of $115 is $100 tax-exempt, $10 taxable, and $5 return
of capital.
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